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Section A: Multiple Choice Questions 


(Each question is worth 3 marks, for a total of 60 marks) 


Candidates MUST answer all TWENTY (20) multiple choice questions on the Answer Sheet 
provided on Page 11 of this examination paper. Select the choice that is most appropriate AND 
CIRCLE your answer. Answers not shown on Multiple Choice Answer Sheet, will not be marked. 


Question 01 
Which of the following is a disadvantage of partnerships? 


A. _ limited life of the business 

B. _ they involve lots of agency problems 
C. _ they are difficult to set up 

D. _ none of the given answers 

Question 02 


The possibility of conflict between shareholders and management of the firm is called: 


A. corporate breakdown 

B.  anagency problem 

C. management breakdown 
D. legal liability 


Question 03 


You are evaluating two annuities. They are identical in every way, except that one is an ordinary 
annuity and one is annuity due. Which of the following is false? 

A. _ the ordinary annuity must have a lower present value than the annuity due 

B. _ the ordinary annuity must have a lower future value than the annuity due 

C. — the annuity due must have the same present value as the ordinary annuity 

D. the two annuities will differ in present value by the amount (1+r) 


Question 04 

All else equal, is the greater the number of compounding periods: 
A. _ the lower the future value 

B. _ the lower the present value 


C. _ the lower the future and present values 
D. _ none of the given answers 


Question 05 

Which of the following cannot be calculated: 

the present value of a perpetuity 

the interest rate on a perpetuity given the present value and payment amount 


the present value of an annuity due 
the future value of a perpetuity 


GAS 


AFM231, Trimester 1 2015 
Question 06 
The annual percentage rate will always be__———Cts—C_séthee effective rate of interest: 
A. _ less than 
B. more than 


C. _ less than or equal to 
D. more than or equal to 


Question 07 

The rate of return required by investors in the market for owning a bond is called the: 
A. coupon 

B. face value 


C. maturity 
D. yield to maturity 


Question 08 

There is a(n) relationship between interest rate movements and bond prices. 
A. inverse 

B. positive 

C. negative 

D. cubic 


Question 09 

An asset with cash flows that grow at a constant rate forever is called a: 
A. growing annuity 

B. growing annuity due 

C. growing perpetuity 

D. compound growth 


Question 10 

Periodic distributions of profit by a company to its shareholders are: 
A. _ interest 

B. coupon 

C. dividends 

D. _ both interest and coupon 


Question 11 

The average squared deviation between the actual return and the average return is called: 
a standard deviation 

a normal distribution 


a variance 
only a standard deviation and a variance 
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Question 12 
Shares of smaller companies tend to than large shares. 


A. give bigger returns and be more risky 
B. give bigger returns and be less risky 
C. give smaller returns and be more risky 
D. give smaller returns and be less risky 


Question 13 
Risk that affects a large number of assets, each to a greater or lesser degree, is called: 


A. — non-systematic risk 
B. — systematic risk 

C. micro risk 

D. _ total risk 


Question 14 
Spreading an investment across many assets will minimise: 


A. — systematic risk 

B. market risk 

C. — unsystematic risk 

D. both systematic risk and market risk 


Question 15 
The payback rule states that: 


A. an investment is acceptable if its payback is greater than some pre-specified number of years 

B. an investment should be accepted if the payback is positive, and rejected if it is negative 

C. an investment should be accepted if the payback is negative, and accepted if it is positive 

D. an investment should be accepted if the payback is less than some pre-specified number of years 


Question 16 

In the NPV profile: 

A. different NPVs are put on the horizontal axis 

B. discount rates are put on the vertical axis 

C. — different NPVs are put on the vertical axis and discount rates on the horizontal axis 


D. _ none of the given answers 


Question 17 


The is a date on which the board of directors passes a resolution to pay a dividend. 
A. — cum-dividend date 

B.  ex-dividend date 

C. date of record 

D. declaration date 
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Question 18 
Dividends paid out of profits on which tax has been levied are known as: 


A. imputation dividends 
B. _ special dividends 
C. liquidating dividends 
D.  franked dividends 


Question 19 


The higher the tax payable, the: 


A. — lower the incentive to borrow 

B. greater the incentive to borrow 

C. higher the equity relative to debt 
D. lower the actual leverage position 


Question 20 

The risk inherent in a firm's operations is called the of the firm's equity. 
A. — financial risk 

B. _ business risk 

C. asset risk 

D. — systematic risk 
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Section B: Short-answer questions 


(Each question is worth 10 marks, for a total of 40 marks) 


Candidates MUST answer any FOUR (4) of the FIVE (5) questions in the Answer Book provided 
Question 21 


The present value of an annuity is $100 000. The interest rate is 18% and there are five years. What is 
the equal annual payment? 


Question 22 


A firm paid a $10 dividend this year, and expects to pay a $10 dividend every year in the future. If the 
required return is 10%, what is the share price? 


Question 23 
Calculate the NPV if the initial outlay is $50,000 and the inflows are: 


Year | $10,000 
Year 2 $20,000 
Year 3 $50,000 
Year 4 -$5,000 
The appropriate discount rate is 18% p.a. 


Question 24 


Alpine Ltd has an expected EBIT of $35,000 in perpetuity and a tax rate of 35 percent. The firm has 
$70,000 in outstanding debt at an interest rate of 9 percent, and its unlevered cost of capital is 14 
percent. What is the value of the firm according to M&M Proposition I with taxes? Should Alpine 
Ltd change its debt-equity ratio if the goal is to maximise the value of the firm? Explain. 


Question 25 


The Reject Shop Ltd has declared an annual dividend of $0.80 per share. For the year just ended, 
earnings were $7 per share. 


a. What is Reject Shop’s payout ratio? 

b. Suppose Reject Shop has seven million shares outstanding. Borrowings for the coming year is 
planned at $18 million. What are planned investment outlays assuming a residual dividend 
policy? What target capital structure is implicit in these calculations? 


AFM231 Formula Sheet 
Time Value of Money or Financial Mathematics 


Time value — Single cash flows 


t 

FV =PV(1 +r) 
t 

PV =FV/(1+n) 


I/t 
r=(FV/PV) —1 


t= In(FV/ PV) /In(1 +1) 


Time value — Multiple cash flows 


Annuities: 


i- 1 
+r)’ 


r 


PV=C 


[d+r)! *) 


- 
Perpetuity: 


PV=C/r 


Effective Annual Rate and annual percentage rate: 


APR|" | 
m 


EAR=[1+ 908 


EAR=|1+ a 4 
m 
APR =m] (1+ EAR)" 1] 


EAR = e'-1 
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Valuation of Bonds and Shares: 


1 
7 t 
(1+r) A FV 
r (1+ rt 


PriceBond =C 


r = dividend yield + capital gains yield 
Risk and Return: 


(+R)=(4+r)1 +h) 


Var (R)= 1 x|[R, -R)P +... + (Ry - RY] 


ae 2223 
Portfolio Variance = o, Ww, + 6. W, +2 W,W,Cov ,p 


Reward/risk ratio = E(R,)-R, 


Slope = (E(R,)-R)/(B, - 0) 


B, =Cov (R,.Ry,)/on 


BL = BU(1 + D/E) 
Prim) =Cov RR, R,, Yo, x On 


E(R) = [E(R,,) — RAB +R, 
CAPM=E(R,)=R, +[E (Ry, —R, )]xB, 


CML =E(R,)=R, +[E(Ry)-R, Voy xo, 


SML =E(R;)=R, +[E(Ru —R,)]B, 


Investment Decision: 


NPV = PV of Cash Inflows — PV of Cash Outflows 


average net profit 


ARR = 
average book value 
_ PV of inflows 
Initial cost 
NPVI= NPV of inflows 


Initial cost 


Depreciation tax shield = DT 
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Option value = Asset value x Probability of the value — Present value of the exercise price x 


Probability the exercise price will be paid. 


(Fixed costs (FC) + Depreciation (D)) 


Accounting break-even = Q= 


Cash break-even = Q = FC/(p — v) 
Financial break-even= Q = (FC + OCF)/(P — v) 
% AinOCF =DOLx% AinQ 


FC 
DOL =1 
* OCF 


Financing Decision 


Theoretical rights price = n (* — 5) 
n+r 


(Price per unit (P)— Variable cost per unit (v)) 
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Cost of Capital and Capital Structure: 


Rz- 8 

D 
R,=—+ 
E P, & 


After - tax cost of debt =R, x (1-T,) 
WACC = EX) R- + (DK) )x R,x(1-To) 
f= 2 Xft OLX fo 
WACC = RA = (E/V) x RE + (D/V) x RD 
R_=R+(R —R |x [DE] 
me = Ri+ iG RvB 
R_=R+(R —R)p 

E f M E 
B_=B (1 + DE) 


Tax saving=7T xR xD 
om) 


PV (tax saving)==(T, xR, xD/R, 
T,.D 


V=V+TD 
L U Cc 
OR 

ViL= Vu +tcD 


Vu = EBIT(1 — tc)/Ry 
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SECTION A - MULTIPLE CHOICE ANSWER SHEET 
Choose one best answer for each question. 


CIRCLE YOUR SELECTIONS CLEARLY ON THIS SHEET 


Question Please circle your answer 
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Please remember - This examination question paper MUST BE HANDED IN. Failure to do so may 
result in the cancellation of all marks for this examination. 
Writing your name and number on the front will help us confirm that your paper has been returned. 


11 


